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ABSTRACT

This guide to creative home financing outlines basic
concepts needed in shopping for a home loan. Many plans are described
so that buyers can make their own decasions. The guide contains three
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mortgage; adjustable rate mortgage; renegotiable rate mortgage
(rollover); balloon mortgage; graduated payment mortgage; shared
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(egquity conversion). Type, description, and considerations are
included for each plan. In addition to defining the 15 summarized
plans, the second section discusses changing rates, reading the fine
print, and losing ground. The third section intludes some financial
tables to estimate the monthly costs for principal and interest of a
specific mortgage or loan. An index and Federal Trade Commission
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GETTING STARTED

If vou've been thinking about buy-
ing a home, you may wonder how
to select the right financing for your
budge: and needs. Many types of
mortgages are now available, and
new plans are continually being in-
troduced. With all these <hoices, you
may wonder what to Jook for.

Some of the mortgages now avail-
able are traditional plans, with inter-
est rates and pavments that remain
constant throughout the loan and
pay off vour debt over a long period.
Others represent a departure from
the older plans: they can involve
more risk for the buyer and are
frequently tied to changes in the
market. But they also can make
home buying possible and may offer
lower interest rates.

So if vou want to purchase a
home, you can still find the right
mortgage for your needs. But to
make sure you understand the
choices, vou should educate vour-
self first,

This guide will introduce yvou to
some of the many plans available.
Other sources of information include
your state, county, or city consumer
affairs office; local realtors, home
builders, and lenders; bookstores;
and the real estate section of your
newspaper. You may also want to
buy a book of mortgage payment
tables to help vou calculate whether
you can afford a specific loan.

Above all, shop carefully,. And. as
vou read through this booklet, keep
in mind the following:

O Don't use vesterday's assump-
tions about today’s real estate
market,

73 The key is affordability. Consider
vour total housing costs —includ-
ing loan pavments {(now and in
the future), maintenance, prop-
erty taxes, and vour anticipated
income changes.

O Look into several sources of
financing. You may be able to
combine two or more mortgages.

O Ask questions. For example. an
enthusiastic seller mav not be ta-
miiiar wiih the fine points of the
financing arrangement.

O Negotiate with the seller or
lender. Better terms may be avail-
able than those initially offered.

3 Consider getting an attorney ora
real estate broker to represent
vou. This could be the largest
investment of vour life.

O Studv all available materials about
vour mortgage costs. With loans
from institutional lenders. the
creditor is required to give voua
statement of vour loan costs and
terms before vou sign the agree-
ment. This information will
include the “annual percentage
rate” (APR) which measures vour
total credit costs, including
interest, points. and mortgage
insurance.

Finally, if vou're thinking about
refinancing your current home mort-
gage, you may also find this guide
helpful. When vou refinance, vou
are actually signing a new mortgage
and paying off vour present one. 5o,
vou might save money by switching
to a different tvpe of mortgage. Ask
severa) lenders what terms and
types of mortgages are available,
and bargain for the deal that best
suits vour needs,

-
2ol
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HIGHLIGHTING THE ESSENTIALS *
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Considerations

Offers stability and long-term tax advantages. Interest rates may be higher than other types ot
financing. New tined rates are rarely assumable.

Frequently ottered at slightly reduced interest rate. Otfers faster accumulation of equuty than
traditional hxed rate mortgage but has ligher monthiv pavments. Involves paving fess interest but
this may result in tewer tax deductions.

Starting interest rate ss shghtly below marhet. but pavments can increase sharply and trequentiv it
index increases. Pavment caps prevent wide tfluctuations i pavments but mav cause acgative
amortization (see box, page 15). Rate caps bmit amount total debt can wypand,

Less iree t chanstes innterest ate ofter some stablity:

Ofters fow monthlv pavments but possibly no equity until loan is tully pad When due. loan must
e paid oft or retinanced. Reninancing poses hich nishof rates chmb.

Fasier to quatity tor. Buver s ncome must be able to hevp pace with scheduled pavment incgeases
With an adjustable rate. pavment increases bevond the praduated payments can resuftin additiomal
negative amorhization (see box. page 15).

It hame appreaates greativ. total cost of loan jumps 1t home tals to apprecate projected invrease
in value mav stidl be due, requinng retinanang at possiviy higher rates,

Lawers monthly paveents May be prohibited it “due onsale’ dlause son ongingl mortgage teee
bov, page 1), Not permitted on most new toed rate mortgages

Mav offer a below -market interest rate; mav have a balloon pavment requanne tull pavment in ates
vears of retinanang at market rates, w hich could sharply inarease debt

[ ender may call in old mortgage and require hiher rate it buver detaudts seller mist take feaad
action to collect debt

Permuts rapid pavott ot debt because pavmentanareases reduce prinapal. Buver cincomue must be
able to heep up with pavment mncreases.

a———

Mav orter no equity untit foan s tully pad. Buver has tew protechonsat conthet anses dunng feaas

Otfer; a break from higher pavments dunng carly vears Fnables buver with jower intome 1o
quabity. With adjustable rate mortgage. pavments may jump substantuily at end ot submdy
Deveioper may increase selling price

§ nables renter 1o buy time to obtan down pavment and deoide whether to purnchase. Lochsin poce
Junng inflationary imes Fatlure to take option moans Joss 0t option tee and rental paviments.

Can provide hameawners with needed cash Atend ot term borrower must hase money avatlable
1o avond seling property or rebinanang.




To buy or sell a home today, it's
important to know the vocabularv.
Don't let terms like “amortization”
or “appreciation” scare vou. Under-
standing the concepts can save you
time and money; it can also prevent
vou from obtaining a mortgage ill-
suited to your needs.

Three important words are: “inter-
est,” “principal,” and “equity.”
When vou first buv a home you're
likelv to make a down pavment on
the property. But, because vou li-
nanced the purchase, vou are now in
debt and the lender “owns” most of
the property’s value. In traditional
mortgages, the monthly pavments
on the loan are weighted. During
the first vears, thev are largely inter-
est: in time, more of each pavment is
credited to the Joan itself, or the
principal. Gradually. as you pay off
principal, you build up equity, or
ownership. Your equity also in-
creases if the value of the home
increases. This process of gradually
obtaining equity and reducing debt
through pavments of principal and
interest is called amortization,

Until recently most mortgages had
tixed monthly pavments, a fixed
interest rate, and full amortization
{or transter of equity) over a period
of 20 to 30 vears. These features
worked in the buyer’s favor. Infla-
tion made vour payments seem less
and your property worth mure. 50,
although the payments seemed hard
to meet at first, over time, it became
vasier.

Many home financing plans are
different from traditional mortgages.
Thev may help yvou buy a home vou
otherwise couldn’t, but they also
may involve greater risks for buvers.
For example, the interest rate and
monthly pavments may change dur-
ing the loan to reflect what the
market will bear. Or the interest rate
may fluctuate while the payments
stay the same, and the amount of
principal paid off may varv. The
latter approach allows the lender to
credit a greater portion of the pay-

1

ment to interest when rates are high.
Some plans also offer below-market
interest rates, but they may not help
vou build up equity.

In shopping for financing sources
today, kcep in mind the terms which
are keys to the affordability of the
home:

O the sales price minus your doun
payment, or amount you finance;

O the length, or maturity of the loan;

O the size of the monthly payments;

0 the interest rate or rates;

0 whether the payments or rates
may change;

0 how often and how much the pay-
ments or rates mav change; and,

O whether there is an opportunity for
refinancing the loan when it ma-
tures. if necessary.

These concepts will be discussed in

greater detail as we describe specific

tvpes of financing.

Fixed Rate Mortgage

Fixed rate mortgages have an inter-
est rate and monthly payments that
remain constant over the life of the
loan. This sets a maximum on the
total amount of principal and inter-
est vou pay during the loan. Tradi-
tionally, these mortgages have been
long-term. As the loan is repaid,
ownership shifts gradually from
lender to buyer.

For example, suppose you borrow
$50,000 at 13% for 30 vears. Your
monthly payments on this loan
would be $553.10. Over 30 vears,
vour total obligation for principal
and interest would never exceed this
fixed, predetermined amount.

Fixed rate mortgages are usually
available at higher rates than many
other types of loans. But, if vou can
afford the monthly payments, infla-
tion and tax deductions may make a
fixed rate mortgage a good financing
method, particularly if you are ina
high tax bracket and need the inter-
est deductions.

[



.. Monthly Payment B Yuterest Rate

Yenar trom the Date Loan Was Granted

Fixed Rate Mortgage

Traditionally both mtercst rate and
monthly pawments are fived for the it of
the loan.*

Fifteea Year Mortgage

The fifteen vear mortgage is a varia-
tion of the fixed rate mortgage that 1s
becoming increasingly popular. This
mortgage has an interest rate and
monthly pavments that are constant
throughout the loan. But, uniike
other plans, this loan is fullv paid otf
in only fifteen vears. And, it is
usually available at a slightly lower
interest rate than a longer-term loan.
But it also requires higher pavments.

Suppose you buy a house for
$100,000, and after making a $15,000
down payment, you still need to
borrow $83,000. You find a 30-year
mortgage for 12%. This means your
monthly payments would be
$874.32. But, another lender offers
vou a 15-year plan for a lower rate,
11.5%. However, under this plan,
vour payments would be $992.96
$119 higher than the longer-term
financing.

In the fifteen-year mortgage, vou
pay off the loan balance faster than a
long-term loan. Because of this. a
smaller proportion of each of vour
monthlv pavments goes to interest.
So, if vou can afford the higher
pavments, this plan will save vou
interest and help you build equity
and own vour home faster. Because
vou are paying less interest, though,

® I'he charts contaned 10 (his manual are tor slustrative

purposes only They are not intended b be precise repre-
sentanons of each tvpe of mortgage

vou may also have tewer tas
deductions.

Adjustable Rate Mortgage
Adjustable rate mortgages have an
interest rate that increases or de-
creases over the life of the loan
based upon market conditions.
Some lenders refer to adjustable
rates as flexible or vanable. Because
adjustable rate loans can have dif-
ferent provisions, you should evalu-
ate each one carefully.

In most adjustable rate loans. vour
starting rate, or “initial interest rate.”
will be lower than the rate offered on
a standard fixed rate mortgage. This
is because vour long-term risk is
higher — vour rate can increase
with the market — <o the lender
ofters an inducement to take this
plan.

Changes in the interest rate are
usually governed by a financial in-
dex {sce box, page 10). If the index
rises, O May vour interest rate. In
some plans, if the index falls, so may
vour rate. Examples of these indexes
are the Federal Home Loan Bank
Board's national average mortgage
rate and the U.S. Treasurv bill rate.
Generally, the more sensitive the
index is to market changes, the more

© stamthhy Pavement B Intorost Rate

Year trom the Date Lown Was Granted

Adjustable Rate Mortgage

If there are 110 payment or rate caps,
interest rate and monthly pauments fluc-
tuate according to an index. )

8

Y]



L1 Munbdy Payment W Intrrest Rate

Yoar from the Date Loan Wi Granted

Adjustable Rate Mortgage-
Rate Cap

With a rate cap. even if the index nises.
increases in the rate and monthly pay-
ment are limited.

frequently vour rate can increase or
decrease.

Suppose your interest rate is tied
to the Bank Board index. Your mort-
gage limits rate changes to one per
year, although it doesn't limit the
amount of the change. For example,
assume your starting interest rate is
11% on September 1, 1986. Based or
these terms, if the Bank Board index
rises 2 percentage points by Sep-
tember 1, 1987, vour new rate for the
next vear will be 13%.

Rate Caps

To build predictability into your ad-
justable rate loan, some lenders in-
clude provisions for “rate caps” that
limit the amount your interest rate
may change. These provisions limit
the amount of your risk.

A periodic rate cap limits the
amount the rate can increase at any
one time, For example. your mort-
gage could provide that even if the
index increases 2% in one vear, your
rate can only go up 1%. Anaggregate
rate cap limits the amount the rate
can increase over the entire life of
the loan. This means that, for exam-
ple, even if the index increases 2%
every year, your rate cannot increase
more than 5% over the entire loan.

Many flexible rate mortgages offer
the possibility of rates rhat may go
down as well as up. In some loans, if
the rate can only increas: 5%, it may
only decrease 5%. 1f no limit is
placed on how high the rate can go,
there may be a provisiou that also
allows your rate to go down along
with the index.

Because they limit the lender’s
return, capped rates may not be
available through every lender.
Payment Caps
If the interest rate on your adjustable
rate loan increases and your loan has
a payment cap, your monthly pay-
ments may not rise, or they may
increase by less than changes in the
index would require.

For example, assume your mort-
gage provides for unlimited changes
in your interest rate but your loan
has a $50 per year cap on payment
increases. You started with a 11%
rate on your $75,000 mortgage and a
monthly payment of $714.24. Now
assume that your index increases 2
percentage points in the first year of
vour loan. Because of this, your rate
increases to 13%, and your pay-
ments in the second year two shouid

13 Mamthly Payroent 8 Interest Rale

Year from the Diate Loun Wis Granded

Adjustable Rate Morigage-
Payment Cap

If the index increases, so does the interest
rate. However, monthly payment
changes are limited (although the total
amount owed may increase),

3
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rise to 9828 33, Because ot the pav-
ment cap, however, vou l onlv pay
476,24 per month in the second
vear.

But remember: it vour pavment-
capped loan resuits in monthly pay-
ments that are lower than vour inter-
est rate would require. vou still owe
the difference. Negative amortiza-
ton {see box page 13) mav take place
to ensare that the lender eventually
recerves the tull amount. In most
pavment-capped mortgages. the
amount of principal pad oft changes
when interest rates fluctuate. Sup-
pose vou are paving %630 a month
with $300 poiny; toward mterest,
with vour rate at 12%. Then vour
rate increases to 13%. This means
vour monthly pavment should in-
crease to $697.39, but because ot o
cap. it increases to onfv o5, Be-
cause this change innterest rates
mcreases vour debt. the lender mav
now apply a larger portion ot vour
pavment to interest. 1t rates get very
high, even the full amount of vour
monthiv pavment ($673) won't be
enough to cover the interest owed:
the additional amount of interest
vou owe will be added to the prin-
apal. This means vou now owe —
and eventually will pav - mterest
on mterest.

Variations

One variation ot the adiustable rate
maortgage 18 to tn the mterest rate tor
a period of time — 3 to 3 vears, tor
wample — with the understanding
that the interest rate will then be
renegotiated. Toans wath pertodically
renegotiated rates are also called
roffover mortgages. Such loans make
monthiv payments more predictable
because the mterest rate s ined tora
jonger time,

Anether vanation s the pledged
acvoiont buw-doten mortgase witli an
admastable rate. This plan was intro-
duved by the Federal National Mort-
gage Assouation (Fannie Mae),
which buvs mortgages trom lenders
and privades a maier source o

money tor tuture mortgage ofterings.

In this plan. alarge mitial pay-
ment is made to the lender at the
time the loan is made. The pavment
van be made by the buver, the
builder, or anvone else willing to
subsidize the loan. The pavment is
placed in an account with the lender
where it varns interest. This plan
helps lower vour interest rate tor the
fhirst vear.

This plan could lower vour
rate. tor example, by 4% in the tirst
vear, If vou barrowed S50,000 at
13%. tor example, this would reduce
vour rate to Y% and vour monthly
pavments to S402.31, a savings of
approximatelyv $151 monthly. Then,
tor the neat 3 yvears, vour interest
rate would onlv increase, tor exam-
ple. by | point vach vear Atter that.
vaur mortgage becomes an adiusta-
ble rate mortgage with interest rate
and pavment changes based upon
an indew.

This plan mav not include any
pavnent or rate caps other than
those 1n the tirst vears. But. there
also mav not be negative amortiza-
tion. so possible increases i vour
total debt mav be hmited. Because ot
the buv-down teature. some buvers
mav be able to quabity tor this loan
who otherwise would not be chgible
tor HnancHy,.

Summary

In shopping tor any type ot adiusta-

ble rate loan. remember to fook tor

the tollowing:

.7 the initial interest rate:

7 how often the rate mav chanae:

how much the ral - mav change:

" the imitial monthly pavments:

7. how often pavments mav caange.

~ how much the pavments may

change:

the mortgage term,

> how otten the term may change:

7 how much the term mav changy;

the index that rate. pavment. or

term changes are tied to; and.

— the limats, it any, on negative
ameortization.

.
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vear trom the ate Loan Was Goanted

Balloon Mortgage

}ixed mterest rate; pauments are also
trxed but may apply only te mterest,
Atter short term, a tinal payment ¢f
prowcipal 15 due,

Balloon Mortgage

Balloon mortgages have a sernes ot
cqual monthly payments and a large
tinal pavment. Although there usu-
allv is a tixed interest rate, the equal
pavments may be for interest only,
The unpaid balance, trequently the
principal or the original amount vou
borrowed, comes due in a short
period, usually 3 to 5 vears.

For enample, suppose vou borrow
530,000 for 5 vears. The interest rate
15 13%, and the monthiv payments
are only $325. But in this example,
the pavments cover interest only,
and the entire principal is due at
maturity -— in 5 vears. That means
vou'll have to make 39 equal
monthly pavments of $325 eack and
a tinal balloon pavment of $30,325. It
vou can't make that tinal paviment.
vou 1l have to refinance (if refinanc-
inyg is available) or sell the property.

Some lenders guarantee refinang-
iny, when the balloon payment is
Jdue, although thev do not guaranter
a certan interest rate. The rate could
be higher than vour current rate.
Othetdenders do not otfer automatie
refinarang. Without such a guaran-
tee, vou could be torced to start the
whole business of shopping tor

8

housing money once again, as well
as paving closing costs and tront-
end charges a second time.

A balloon note mav also be otfered
by a private seller who is continuing
tu carrv the mortgage he or she took
out when purchasing the home. 1t
can be used as a second mortgage
where vou also assume the seller’s
first mortgage.

Graduated Payment Mortgage
Graduated pavment mortgayes
(GPM) are designed for home
buvers who expect to be able to
make larger monthly paymuents in
the near future. During the varly
vears of the loan, pavments are rela-
tively low. They are structured to ns
at a set rate over a set period, sav S
or W vears. Then thev remam von-
»tant tor the duration of the Joan.
Fven though the pavments
change, the interest rate is usually

ah

htest )

sty e 1t W

b

Ye- 17 trm the Dhate | oan Bas Ganted

Graduated Payment Mortgage
Fixed interest rate; pawnents vise hadti:
ally tor tirst tose years then leecl oft o
duration of loan.

tined. So during the varlv vears,
vour pavments are lower than the
amount dictated by the interest rate.
During the later vears, the ditference
is made up by higher pavments. At
the end of the loan, vou will have
paid off your entire debt.

One variation of the GI'M s the

Lk



graduated payment, adiustable rate
mortgage. This loan also has gradu-
ated pavments early in the loan. But,
like other adjustable rate loans, it
ties vour interest rate to changes in
an agreed-upon index. If interest
rates climb quickly, greater negative
amortization occurs during the
period when payments are low. If
rates continue to climb after that
initial period, the pavments will,
too. This variation adds increased
risk for the buver. But if interest rates
decline during the lite ot the loan,
vour pavments may as well.

<1 Munthly Payment 8 Interest Rawe

Year from the Date Luan Wac ¢ ranted

Growing Equity Movigage

Fixed interest rate, but payments may
rise according to agreed-upon schedule or
an index. Increases are applied to prine-
pal, shortening term of loan.

Growing Equity Mortgage
(Rapid Payoff Mortgage)

The growing equity mortgage
(GEM) and the rapid pavotf mort-
gage are among the other plans on
the market. These mortgages com-
bine a fixed interest rate with a
changing monthly payment. The in-
terest rate is usually a few
percentage points below market. Al-
though the mortgage term may run
tor 30 vears, the loan will frequently
be paid off in less than 15 years
because pavment increases are ap-
plied entirely to the prinapal.

Monthly pavment changes are
based on an agreed-upon schedule
of increases or an index. For exam-
ple, the plan might use the U.5.
Commerce Department index that
measures after-tax, per capitain-
come, and vour pavments might
increase at a specified portion ot the
change in this index, sav 75%.

Suppose vou're paving 350 per
month. in this example, it the indey
increases by 8%, vou will have to
pav 75% ot that, or 6%, additional.
Your payments will increase to $530
and the additional $30 vou pay will
Le used to reduce vour prinapal.

With this approach. your incomu
must be able to keep pace with the
increased pavments. The plan does
not offer long-term tax deductions.
However, it can permit you to payv
off vour loan and acquire equity
rapidlv.

Shared Appreciation
Mortgage

In the shared appreciation mortgage
(SAM), vou make monthly pay-
ments at a relatively low interest
rate. You also agree to share with the
lender a sizable percent (usually 30
to 50%) of the apprecation in vour
home’s value when vou sell or trans-
fer the home, or after a speatied
number of vears.

Because of the shared appreia-
tion feature, monthly pavmentsn
this plan are fower than in many
other plans. However, vou mav be
liable for the dollar amount of the
property’s appreciation even i yvou
do not wish to sell the property at
the agreed-upon date. Uniess vou
have the vash available, this could
force an early sale ot the property.
Also, it property values do totin-
crease as anticipated, vou may still
be liable for an additional amount ot
interest.

There are many vanations of this
idea, called shared cquity plans. Somy
are otfered by lending institutions
and others by individuals. For exam-
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ple suppose vou've tound a home
tor S100,0001n a neghbuorhood
where property values are nisimg,.
The local savings and loan s charg-
e 12% on home mortgages, as-
suming vou pard S20.000 down and
Chose a 30-vear term, vour monthly
pavments would be SR2Z.8Y, or
about twice what vou van attord. But
a triend ofters to help. Yeuar tnend
will pav halt ot each monthlv pav-
ment or 93200 tor 3 vears, At the oend
o1 that time. vou both assumee the
hotse will be worth at least

SE25 000 You can sell it and vour

triend can recover his or her share ot
the monthly pavments to date plus
halt of the appreciation. or 12,500,
tog a total o1 S37.T00. O voucan
pav vour triend that same sum .
money and gam nereased equatyn
the house.

Apother variation may sive vour
partner tax advantages dunng the
nrst vears of the mortgage, atter
which the partnership s dissobyed.
(You can buv out vour partner or
tind a new one. 1 Your partner helps
mahe the purchase possible by put-
iy up a sizable dow n pavment and

Lenders use indexes to decide
when o raise or lower the interest
rate on an adjustable rate mort-
gage. For example, when the fi-
nancial index your lender uses
rises, the interest rate on your
mortgage may also increase — it
depends on how the index is
applied. Fluctuations in the inter-
est rate can change your monthly
payments, mortgage length, or
principal balance.

Some of today’s most fre-
quently used indexes are:

O the rate on 6-month Treasury bills,
or on 3-year Treasury notes (or
how much the U.S. Treasury is
willing to pay on money it
borrows);

O the Federal Home Loan Bank
Board’s national average mortgage
conitract rate charged by major
lenders on the purchase of pre-
viously occupied homes (or
how much people are paying
on new mortgages nation-
wide): and,

0 the querage costs of funds for
savings and loans 1 vsured by

CHANGING RATES

the Federal Savings and Loan

Insurance Corporation {(or how

much lending institutions are

paying on the money they
borrow).

Some indexes reflect what the
market will bear across the coun-
try; others reflect local trends.
Also, some money indexes are
controlled solely by individual
Jenders. The index you select
should be one that can be venified
easily; its past performance may
give you an indication of how
stable it is. Have someone with
expertise translate past and po-
tential changes into dollars and
cents.

Also find out how the index 1s
used. For example, if the index
changes monthly, is the lender
also changing the rate on your
loan monthly? Or, are there limits
on the rumber of times andior the
amount your rate can fluctuate?

Finally, check how much ad-
vance warning the lender will
give you before your new rate
and/or new payments go into
effect.
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or helping mahe the monthiv pav-
ments. In return, vour partner may
be able to deduct a vertamn amount
trom his or her tavable income, Be-
fore proceeding with this type ot
plan, check with the Internal Reve-
nue Service to determine the exact
requirements.

Shared appreciation and shared
equity mortgages were partly in-
spired by nising interest rates ana
partly by the notion that housing
values would continue to grow over
the vears to come. If property values
tall, these plans mav not be
avalable.

Assumable Mortgage

An assumable mortgage s a mort-
gage that can be passed on toa new
owner at the previous owner’s inter-
est rate. For example, suppose
vou're interested in a 875,000 home.
You make a down pavment of
$25.000, and vou still owe 530,000,
The owner of the home has paid ott
S20.000 ot a S30,000, 107 mortgage.
You assume the present swner's
mortgage, which has $10.000 out-
standing. You also make additional
tinancing arrangements tor the re-
maining $40,000, tor example, by
borrowing that amount trom a mort-
gage company at the current market
rate of 12%. Your overall interest
rate 1s Jower than the market rate
because pasvvi the money vou owe
15 being repaid at 10%.

During periads of high rates, most
lending institutions are reluctant to
permit assumptions, preferring to
write 2 new mortgage at the marhet
rate. Some buvers and sellers are
~till using assumable mortgages,
however, This has recently resulted
m manv lenders calling in the loans
under “due on sale” dauses (see
box, page 12). Because these dauses
have increasinghy been upheld in
court, many morigages are no
tonger legally assumable, Be espe-
viallv coreful, therefore, it vou are
considering a mortgage reprvwnn '«

as “assumable.” Read the contract
varetully and consider having an
attornev or other expert check to
determane it the lender has the nght
to raise vour rate in this mortgage.

Seller Take-back

This mortgape, pm\'idcd by the
~seller, 15 trequently a “second trust”
and is combned with an assumed
mortgage. The second trust (or “sec-
onu mortgage”) provides financing,
in addition to the first assumed
mortgage, using the same property
as collateral. {In the event ot detault,
the second mortgage is satishied
atter the tirst). Seller take-backs tre-
quently involve pavments for inter-
vst onlv. with the principal due at
maturity:

For example, suppuose vou want to
buyv a $150,000 home. The seller
owes $70,000 on a 8Y» mortgage.
You assume this mortgage and make
a 530,000 down pavment. You still
need $30,000. So the seller gives vou
a second mortgage, or take-back, tor
S50,000 for 5 vears at 10% (well
below the market rate) with pay-
ments of $3416.07. However, vour
payments are for interest only, and
in 3 vears vou will have to pay
$50,000. The seller take-back, in
other words, mayv have enabled vou
to buv the home. But it may also
have left vou with a sizable balloon
pavment that must be paid ott in the
near tuture.

Some private sellers are also otfer-
ing, first trusts as take-backs. In this
approach. the scller tinances the
maijor portion of the loan and takes
back a mortgage on the property.

Another development now en-
ables private sellers to provide this
tvpe ot finanang maore frequently,
Previously, sellers offering take-
backs were required to carry the foan
to tull term before obtaining their
cquity. However, now, if an institu-
tional lender arranges the loan, uses
wtandardized forms, and meets cer-
tain other requirements, the owner

11



tahe-back can be sold immediately to and avird having to collect monthly
Fannie Mae. This approach enables pavments,
the seller to obtain equity promptiy

READING THE FINE PRINT

Before going ahead with a creative
home loan, vou may want to have
a lawver or other expert help vou
interpret the fine print. You may
also want to consider some of the
situations vou could face when
paving off vour loan or selling
vour property. Also, make sure
vou understand the terms in vour
agreement—such as acceleration,
due on sale clauses, and uaivers.

An acceleration clause allows the
lender to speed up the rate at
which your loan comes due. Sup-
pose vou've missed a payment,
and your contract gives the lender
the right to “accelerate” the loan
when a pavment is missed. This
means that the lender now has
the power to force vou to repay
the entire loan immediately.

Here, taken from a mortgage
cuntract, is a sample acceleration
clause: “In the event any installment
of this note is not paid when due, time
being of the essence, and such in-
stallment remains unpaid for thirty
(30) days, the Holder of this Note
may, at its option, without notice or
demand, declare the entire principal

missed pavment. If vou've
waived vour right to notice of de-
linquency or default, and you've
made a late payment, action may
be initiated against you before
vou've been told; the lender may
even start to foreclose.

Know whether vour contract
waives your right to notice. I so,
ubtain a clear understanding in
advance of what you're giving up.
And consider having your attor-
ney check state law to determine
if the waiver is legal.

A due on sale clause gives the
lender the right to require im-
mediate repavment of the balance
vou owe if the property changes
hands. Here's an example of a
due on sale clause: "If all or any
part of the Property or an interest
therein is sold or transferred by Bor-
rowver without Lender’s prior written
consent. . . Lender may, at Lender’s
option, declare all the sums secured by
this Mortgage to be immediately due
and payable.”

Due on sale clauses have been
included in many mortgage con-
tracts for vears. They are being

sum then unpaid, together with se- = ~~enforced by lenders increasingly

cured interest and late charges
thereon, immediately due and pay-
able. The lender may without further
notice or demand invoke the power of
sale and any other remedies permitted
by applicable law.”

Note the use of the term “with-
out notice” above. If this contract
provision is legal in your state.
vou have uaived your right to
notice. In other words, you've
given up the right to be notified of
some occurrence— for example, a

when buyers try to assume sell-
ers’ existing low rate mortgages.
In these cases, the courts have
frequently upheld the iender’s
right to raise the interest rate to
the prevailing market level. So be
espedially careful when consider-
ing an “assumable mortgage.” If
vour agreement has a due on sale
provision, the assumption may
not be legal, and you could be
liable for thous2nds of additional
dollars.

15



Wraparound

Another variation on the second
mortgage is the wraparound. Sup-
pose vou'd like to buy a $75,000
condor-'nium and can make a
$25,000 Jown payment, but can’t
afford the payments at the current
rate (12%) on the remaining $50,000.
The present owners have a $30,000,
8% mortgage. They offer vou a
$50,000 wraparound mortgage at
10%. The new loan wraps around the
existing $30,000 mortgage, adding
$20,000 to it. You make all your
pavments to the second lender or
the seller. who then forwards pay-
ments for the first mortgage. You'll
pay the equivalent of 8% on the
$30.000 to the first lender, plus an
additional 2% on this amount to the
second lender, plus 10% on the
remaining $20,000. Your total loan
costs using this approach will be
lower than if vou obtained a loan for
the full amount at the current rate
(for example, 12%).

Wraparounds may cause problems
if the original lender or the holder of
the original mortgage is not aware of
the new mortgage. Upon discover-
ing this arrangment, some lenders or
holders may have the right to insist
that the old mortgage be paid off
immediately.

Land Contract

Borrowed from commercial real es-
tate, this plan enables you to pay
below-market interest rates. The in-
stallment land contract permits the
seller to hold onto his or her original
below-market rate mortgage while
“selling” the home on an installment
basis. The installment payments are
for a short term and may be for
interest only. At the end of the
contract the unpaid balance, tre-
quently the full purchase price, must
still be paid.

The seller continues to hold title to
the property until all pavments are
made. Thus, vou, the buver, acquire
no equity until the contract ends. If

’

(1 Monthly Paymert W Interest Rate

Year from the Date Loan Was Granted

Fixed Rate Morigage with Buy-down
Rate and payments are relatively low for
first few years, then jump to reflect full

rate in mortgage.

vou fail to make a payment on time,
vou could lose a major investment.

These loans are popular because
they offer lower payments than mar-
ket rate loans. Land contracts are
also being used to avoid the due on
sale clause (see box, page 12). The
buyer and seller may assert to the
lender who provided the original
mortgage that the due on sale clause
does not apply because the property
will not be sold until the end of the
contract. Therefore, the low interest
rate continues. However, the lender
may assert that the contract in fact
represents a sale of the property.
Consequently, the lender may have
the right to accelerate the loan (see
box, page 12), or call it due, and
raise the interest rate to current
market levels.

Buy-down

A buy-down is a subsidy of the
mortgage interest rate that helps you
meet the payments during the first
few vears of the loan. Suppose a
new house sells for $150,000. After a
down payment of $75,000, you still
need to finance $75,000. A 30-year
first mortgage is available for 12%,
which would make vour monthly
pavments $771.46, or beyond your

N » 1
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. Mumibly Payment B Interesd Rate

wwrar tm the Date Loan Was Cranted

Adjustable Rate Mortgage with
Buy-down

Rate and payments are imtually low. then
nemp and may change throughout loan
depending on changes 11 the mdex.

budget. However, a buy-downs
available: for the first ihree vears,
the developer will subsidize vour
pavments, bringing down the inter-
est rate to 9%, This means vour
payments are only 5603.47. which
vou can afford.

There are several things to think
about in buy-downs. First, consider
what your payments will be atter the
first few vears. If this is a tixed rate
loan, the pavments in the above
example will jump to the rate at
which the lvan was onginally made
—12% — and total more than $770.
If this is an adjustable rate loan, and
the index to which vour rate is tied
has risen since vou took out the
Joan. your pavr ents could go up
even higher.

Second, check to see whether the
subsidy is part of vour contract with
the lender or with the builder. It it's
provided separately by the builder,
the lender can still hold you lable tor
the full interest rate (129 in the
above example), even it the builder
backs out of the deal or goes out of
business.

Finally, that $150,000 sales price
may hate been increased to cover
te builder’s interest subsidy. A
comparable home may be selling

4

around the corner for less. At the
same time, competition may have
encouraged the builder to offer vou a
genuine savings. It pays to check
around.

There are also plans called con-
sumer buy-downs. In these loans,
the buver makes a sizable down
pavment, and the interest rate
granted is below market. 1 other
words. in exchange for a la: ge pav-
ment at the beginning of the loan,
vou may qualify for a lower rate on
the amount borrowed. Frequently,
this tvpe of mortgage has a shorter
term than those written at current
market rates.

Rent With Option to Buy

In a climate of changing interest
rates, some buvers and sellers are
attracted to a rent-with-u;tion av-
rangement. In this plan, vourent
property and pay a premium for the
right to purchase the property
within a limited time period at a
wpecitic price. In some arrange-
ments, vou may apply part of the
rental pavments to the purchase
price.

This approach enables vou to lock
in the purchase price. You can also
use this method to “buy time” in the
hope that interest rates will de-
crease. From the seller’s perspective,
this plan may provide the buyer ime
to obtain sutficient cash or accept-
able financing, to proceed with a
purchase that may not be possible
utherwise.

Reverse Annuity Mortgage
If vou already ow n vour home and
need to obtain cash, vou might con-
sider the reverse annuity mortgage
(RAM) or “equity conversion.” In
this plan, vou obtain a loanin the
torm of monthly pavments overan
extended period of time, using vour
property as collateral. When the loan
comes due, vou repay both the prin-
cipal and interest.

A RAM is not a mortgage in the
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conventional sense. You can’t obtain
a RAM until vou have pad oft vour
original mortgage. Suppose vou
own vour home and vou need a
~ource of money. You could draw up
a contract with a lender that enabies
vou to borrow a given amount vach
month untl vou've reached a man-

imum o, tor enample, STLO00. At
the end of the term. vou must repay
the loan. But remember. 1t vou do
not have the cash avallable to repay
the Joan plus interest. vou willhave
to sell the property or take outa new
foan.

Repaying debt gradually through
payments of principal and inter-
est is called amortization. Today's
economic climate has given rise to
a reverse process called negative
amortization.

Negative amortization means
that you are losing — not gaining
— value, or equity. This is
because your monthly payments
may be too low to cover the
interest rate agreed upon in the
mortgage contract. Instead of
paving the full interest costs now,
you’ll pay them later — either in
larger payments or in more pay-
ments. You will also be paying
interest on that interest.

In other words, the lender
postpones collection of the
money you owe by increasing the
size of your debt. In extreme
cases, you may even lose the
equity you purchased with your
down payment, leaving you in
worse financial shape a few years
after you purchase your home
than when you bought it.

Suppose you signed an ad-
justable rate mortgage for $50,000
in 1978, The index established
your initial rate at 9.15%. It nearly
doubled to 17.39% by 1981. If
your monthly payments had kept

LosING GROUND

pace with the index, they would
have risen from $408 to $722. But
because of a payment cap (see
page 6), they stayed at $408. By
1981 your mortgage had swelled
from $50,000 to $58,350, even
though you had dutifully paid
$408 every month for 48 months.
In other words, you paid out
$20,000 but you were $8,000 more
in debt than you were three years
earlier. During the next few years,
despite the fact that the index fell
gradually, you were still paying
off the increases made to vour
principal from earlier years.
Certain loans, such as gradu-
ated payment mortgages, are
structured so that you regain the
lost ground with payments that
eventually rise high enough to
fully pay off your debt. And you
may also be able to pay off the
extra costs if your home is gaining
rapidly in value or if your income
is rising fast enough to meet the
increased obligation. But if it isn't,
you may realize a loss if, for ex-
ample, you sign a below-market
adjustable rate mortgage in January
and try to sell the home in Au-
gust when interest rates are higher.
You could end up owing more
than you'd make on the sale.
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